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INTRODUCTION

Beginning in 1996, certain news media reports alleged bias in the handling of tax-exempt
organization matters by the Internal Revenue Service (“IRS”). A list of some of the articles
addressing issues relating to the IRS’s handling of tax-exempt organizations is included in
Exhibit 1-1.

On February 25, 1997, then-IRS Commissioner Margaret Milner Richardson wrote to
Chairman Bill Archer of the House Committee on Ways and Means (“Ways and Means
Committee”) and Chairman William V. Roth, Jr., of the Senate Committee on Finance (“Finance
Committee™).! In her letter, Commissioner Richardson noted that recent media reports had
alleged politically targeted examinations of tax-exempt organizations by the IRS. Commissioner
Richardson requested the opportunity to provide to the Ways and Means Committee and the
Finance Committee information relating to these allegations, as authorized under section 6103(f)?
of the Internal Revenue Code (“the Code”). In addition, Commissioner Richardson requested the
opportunity to explore with Chairman Archer and Chairman Roth the possibility of using Code
section 6103(k)(3)° to permit the IRS to correct misstatements of fact regarding examinations of
tax-exempt organizations.

On March 24, 1997, Chairman Bill Archer, Vice Chairman William V. Roth, Jr., Senator
Daniel Patrick Moynihan and Congressman Charles B. Rangel of the Joint Committee on
Taxation (“Joint Committee”) sent a letter to then-Joint Committee Chief of Staff Kenneth J.
Kies.* In that letter, the Chairman, Vice Chairman, Senator Moynihan, and Mr. Rangel (“the
Members”) indicated their concern about recent reports alleging politically motivated treatment
of certain tax-exempt organizations and individuals by the IRS. Pursuant to section 8022 of the
Code,® the Members directed the staff of the Joint Committee (“Joint Committee staff”) to

1A copy of Commissioner Richardson’s letter is included as Exhibit 1-2.

2 Code section 6103(f) authorizes the disclosure of confidential taxpayer return
information to committees of Congress and the Chief of Staff of the Joint Committee on
Taxation.

® Code section 6103(k)(3) authorizes the Secretary of the Treasury, subject to the
approval of the Joint Committee on Taxation, to disclose information relating to a specific
taxpayer to the extent necessary for tax administration purposes to correct a misstatement of fact
published or disclosed with respect to the taxpayer’s return or any transaction of the taxpayer
with the IRS.

* A copy of this letter is included as Exhibit 1-3.

> Code sec. 8022 requires the Joint Committee, among other things, to investigate the
administration of the Federal system of taxes by the IRS.
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investigate whether the IRS’s selection of tax-exempt organizations (and individuals associated
with such tax-exempt organizations) for audit had been politically motivated. The investigation
was to include an analysis of the selection of such tax-exempt organizations for audit for reasons
related to their alleged political or lobbying activities. According to the Members, the scope of
the investigation was limited to tax-exempt organizations described in Code sections 501(c)(3)
and 501(c)(4) and individuals associated with such tax-exempt organizations. Because
allegations were also made concerning IRS handling of determination letter applications, a
review of these IRS processes was included within the scope of the Joint Committee staff
investigation.

Prior to commencement of the Joint Committee staff investigation, the then-IRS Office of
Inspection began an investigation of the same allegations in response to a referral made by then-
Assistant Commissioner of Employee Plans and Exempt Organizations Evelyn Petschek.® When
the IRS Office of Inspection began its investigation, the then-Treasury Inspector General
commenced a parallel investigation. Where applicable, this report references the findings and
recommendations of the IRS Office of Inspection and the Treasury Inspector General. In
addition, the Treasury Inspector General for Tax Administration (“TIGTA”) provided reports to
the Joint Committee staff on certain investigations conducted in response to referrals with respect
to organizations or individuals within the scope of the Joint Committee staff investigation.

This Report,” prepared by the Joint Committee staff, presents the following information:
an Executive Summary (Part 1); a summary of the allegations made (Part I1); the Joint Committee
staff findings (Part I11); a description of the methodology and scope of the Joint Committee staff
investigation (Part 1V); and a detailed description of the critical elements of the Joint Committee
staff investigation, including current IRS practices with respect to determination letters and
examinations, IRS handling of information items, and employee conduct practices and
procedures (Part V). Three exhibits are included: a list of articles relating to IRS handling of
tax-exempt organization matters (Exhibit 1-1), a letter from IRS Commissioner Margaret Milner
Richardson (Exhibit 1-2), and the letter directing the Joint Committee staff investigation (Exhibit
1-3). In addition, this Report contains two Appendices: Appendix A contains an overview of

® When the Joint Committee staff investigation began, both the IRS Office of Inspection
and the Treasury Inspector General had oversight and investigative responsibilities with respect
to allegations relating to the IRS and IRS employees. The IRS Restructuring and Reform Act of
1998 (“IRS Reform Act”) eliminated the IRS Office of Inspection and transferred all powers and
responsibilities of that office to a new Treasury Inspector General for Tax Administration. In
addition, the IRS Reform Act redefined the role of the existing Treasury Inspector General to
exclude responsibility for the IRS. References in this document to the IRS Office of Inspection
and the Treasury Inspector General are to those offices as in effect prior to the IRS Reform Act.

" This Report may be cited as follows: Joint Committee on Taxation, Report of
Investigation of Allegations Relating to Internal Revenue Service Handling of Tax-Exempt
Organization Matters (JCS-3-00), March 2000.
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tax-exempt organizations and a description of the IRS Office of Employee Plans and Exempt
Organizations® and Appendix B describes the present-law Federal tax rules applicable to the
lobbying and political activities of tax-exempt organizations.

& Pursuant to IRS Commissioner Rossotti’s reorganization plan for the IRS, the IRS
Office of Employee Plans and Exempt Organizations is being restructured into the Tax Exempt
and Government Entities Operating Division. Because the applicable IRS organization during
the course of the Joint Committee staff investigation was the IRS Office of Employee Plans and
Exempt Organizations, this document does not discuss the Tax Exempt and Government Entities
Operating Division.
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I. EXECUTIVE SUMMARY

Summary of allegations made concerning IRS handling of exempt organization matters

Beginning in 1996, allegations appeared in various media reports that the IRS was
engaged in politically targeted examinations of tax-exempt organizations. Additional allegations
were made in submissions to, and by individuals interviewed by, the Joint Committee staff in
connection with its investigation.

Some allegations related to IRS actions with respect to political and lobbying activities of
specific tax-exempt organizations. Other allegations related to more general targeting by the IRS
of organizations with views opposed to the Clinton Administration. These allegations can be
summarized as follows:

the IRS handling of determination letter requests for organizations perceived to represent
political views that were opposed to the Clinton Administration was biased;

. the IRS inappropriately granted determination letters or expedited the granting of
determination letters for organizations whose views were in line with those of the Clinton
Administration;

. the IRS handling of examinations of tax-exempt organizations (and individuals associated
with such organizations) that were opposed to or were critical of the Clinton
Administration’s policies was biased,;

. the IRS did not conduct examinations of organizations favored by the Clinton
Administration engaged in activities similar to other tax-exempt organizations that were
under examination;

. the IRS inappropriately initiated examinations of certain tax-exempt organizations in
response to information provided to the IRS by the White House or other influential
individuals (e.g., Members of Congress) whose views aligned with the Clinton
Administration and in opposition to the organizations targeted; and

. IRS employees assigned to cases of tax-exempt organizations whose views were in
opposition to the Clinton Administration exhibited bias in their handling of such cases.

Joint Committee staff investigation in general

The Joint Committee staff investigation focused on a review of (1) how the IRS generally
administered the law relating to the political and lobbying activities of tax-exempt organizations,
(2) how the IRS generally administered determination letter requests of tax-exempt
organizations, (3) how the IRS generally selected tax-exempt organizations for examination, and

-4-



(4) the IRS handling of matters relating to certain specific tax-exempt organizations and
individuals associated with such tax-exempt organizations.

Joint Committee staff review of IRS handling of specific tax-exempt organizations and
individuals

The Joint Committee staff identified 142 tax-exempt organizations (and individuals
related to such organizations) that were potentially within the scope of the Joint Committee
investigation through the following sources: (1) media reports, (2) contacts from tax-exempt
organizations and individuals, (3) information provided by the IRS (including the IRS Office of
Inspection) and the Treasury Inspector General, and (4) information received from the Senate
Governmental Affairs Committee. From these sources, the Joint Committee staff identified more
than 130 organizations and individuals potentially within the scope of the investigation. The
Joint Committee staff received briefings and/or summary materials prepared by IRS National
Office personnel relating to each of these organizations or individuals. The Joint Committee
staff identified 83 organizations and individuals for which complete case file reviews were
conducted to evaluate IRS conduct with respect to the taxpayers.

The Joint Committee staff reviewed hundreds of boxes of case file material supplied by
the IRS with respect to the organizations and individuals identified as within the scope of the
Joint Committee staff investigation. In addition, the Joint Committee staff conducted in-depth
interviews of 57 current and former IRS employees, many of whom were directly or indirectly
involved in the cases of the organizations and individuals within the scope of the Joint
Committee staff investigation. Follow-up interviews were conducted with a number of IRS
employees to clarify inconsistencies in statements or to pursue additional information relating to
the cases in question. The Joint Committee staff reviewed personnel files of IRS employees in
certain circumstances.

The Joint Committee staff contacted organizations and individuals whose names had
appeared in media reports and invited the organizations to meet with Joint Committee staff or to
submit written responses to questions. The Joint Committee staff met with representatives of ten
organizations or individuals and received written submissions from a number of other
organizations.

Joint Committee staff review of other materials

In addition to the review of specific case file information with respect to organizations
and individuals within the scope of the Joint Committee staff investigation, the Joint Committee
staff reviewed extensive other information relating to IRS handling of tax-exempt organization
matters in general and other information that may be relevant to the cases within the scope of the
investigation. The Joint Committee staff review included the following information: (1) all
determination letter and examination data for tax-exempt organizations from 1990 through 1998,
(2) all Congressional correspondence to the IRS from 1995 through 1997, (3) IRS management
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information and reports from 1990-1997, (4) IRS correspondence and case tracking systems, (5)
Internal Revenue Manual procedures, (6) policies and procedures of the IRS, the Treasury
Department, and the White House with respect to conduct of employees and employee
involvement in specific taxpayer matters, (7) all allegations of employee misconduct with respect
to tax-exempt organization matters from 1990-1998, and (8) information supplied by the Justice
Department, the Treasury Department, and the White House.

Summary of Joint Committee staff findings

Most of the information supplied by the IRS to the Joint Committee staff in the course of
its investigation constitutes taxpayer return information that cannot be disclosed pursuant to
section 6103 of the Internal Revenue Code.® Thus, the Joint Committee staff findings do not
include any specific findings of the Joint Committee staff with respect to the organizations and
individuals within the scope of the Joint Committee staff investigation or any information that
might identify such organizations or individuals. These findings represent the general
conclusions drawn by the Joint Committee staff from its extensive review of IRS case file
information, other information received from the IRS, other Federal agencies, and other sources,
and interviews with relevant Federal employees and others.

IRS handling of tax-exempt organization determination letter requests

. The Joint Committee staff found no credible evidence that the IRS delayed or accelerated
issuance of determination letters to tax-exempt organizations based on the nature of the
organization’s perceived views.

. The Joint Committee staff found that determination letter applications forwarded to the
IRS National Office for handling took much longer on average for the IRS to process.
The Joint Committee staff found no credible evidence that the forwarding of certain
determination letter applications to the IRS National Office was the result of a deliberate
effort by IRS employees to subject organizations with views that opposed the Clinton
Administration to more intense scrutiny. The Joint Committee staff found that the delay
by the IRS National Office in processing the determination letter application of one
organization was unacceptably slow, but the Joint Committee staff found no credible
evidence either of bias by IRS employees or other political intervention causing the delay.

° Under section 6103(f)(4), the Chief of Staff of the Joint Committee may receive
taxpayer return information from the IRS. However, such Chief of Staff may not disclose any
taxpayer return information received. Unauthorized disclosure of tax return information
protected under section 6103 is a felony punishable by a fine of up to $5,000, imprisonment for
up to five years, or both.
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IRS handling of tax-exempt organization examinations

The Joint Committee staff found no credible evidence that tax-exempt organizations were
selected for examination, or that the IRS altered the manner in which examinations of
tax-exempt organizations were conducted, based on the views espoused by the
organizations or individuals related to the organization.

The Joint Committee staff found no credible evidence of intervention by Clinton
Administration officials (including Treasury Department and White House officials) in
the selection of (or the failure to select) tax-exempt organizations for examination.

The Joint Committee staff found that certain cases involving high-profile tax-exempt
organizations and individuals received intense internal review and scrutiny by the IRS;
however, the Joint Committee staff found no credible evidence that such increased review
or scrutiny was politically motivated.

The Joint Committee staff found that the interaction between the Office of IRS Chief
Counsel and the Office of the Assistant Commissioner (Employee Plans and Exempt
Organizations) with respect to technical advice requests results in significant delays in the
processing of such requests and contributes to a reluctance by certain IRS Key District
Office employees to submit such requests for technical advice. These delays contributed
to a perception that the IRS was not treating all tax-exempt organizations consistently.
The Joint Committee staff concluded that the delays in processing such requests were
unnecessarily excessive in some cases.

The Joint Committee staff found no credible evidence that the IRS had improperly
targeted for examination individuals related to tax-exempt organizations within the scope
of the Joint Committee staff investigation.

IRS use of information items in the tax-exempt organization area

The Joint Committee staff found no credible evidence that the IRS systematically used
information items (such as media reports, letters from Members of Congress, letters from
taxpayers, etc.) to identify for examination tax-exempt organizations that espouse views
that are opposed to the political views of the Clinton Administration. Prior to the middle
of 1998, most IRS Key District Offices destroyed information items when a decision was
made not to pursue the item. Thus, the Joint Committee staff could not evaluate whether
there was a pattern of behavior by the IRS in the handling of information items that
resulted in certain organizations being selected for examination and other organizations
engaged in similar activities not being selected for examination. The Joint Committee
staff found that the IRS had initiated examinations of certain tax-exempt organizations
with views clearly in opposition to the Clinton Administration based on media reports
and other information items provided to the IRS. The Joint Committee staff found that
the IRS also initiated examinations of organizations that would be considered supportive
of the Clinton Administration based on such information items.
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The Joint Committee staff found a few instances in which the stated IRS National Office
policy of sending information items without comment to the appropriate IRS Key District
Office was not followed and the IRS National Office memorandum transmitting an
information item contained statements as to the IRS National Office view of either the
law or the relevance of the information item. The Joint Committee staff did not find any
credible evidence that the IRS National Office attempted to influence IRS Key District
Office decisions on whether to initiate examinations of tax-exempt organizations.

Certain media reports raised issues relating to statements attributed to an IRS employee
concerning the handling of Congressional inquiries relating to tax-exempt organizations.
According to the reports, the IRS employee allegedly stated (1) that IRS employees had
been or were shredding documents identifying the names of Members of Congress and
their staff as the sources of examination requests and (2) suggesting ways to disguise
information items received from Members of Congress. The Joint Committee staff
reviewed documentation provided by the IRS relating to the IRS employee’s statements.
According to the documentation, the IRS employee’s statements concerning the
shredding of documents related to the previous practice in the IRS Key District Offices of
destroying information items that did not result in an audit. The employee’s statements
with respect to the attribution of information items received from Members of Congress
related to the concern raised by an IRS Office of Inspection Internal Audit report
(discussed in detail below) that recommended identifying a media report as the source of
an information item relating to a tax-exempt organization even if a taxpayer or a Member
of Congress forwards such media report to the IRS.

The Joint Committee staff found no credible evidence that Congressional inquiries had
improperly altered the manner in which the IRS handled tax-exempt organization cases.

The Joint Committee staff found no credible evidence that information items forwarded
to the IRS by the Treasury Department or the White House were given more weight by
the IRS than information items received from other sources.

Employee misconduct with respect to tax-exempt organization matters

The Joint Committee staff found no credible evidence that any IRS employee had
improperly altered the outcome of a tax-exempt organization case. The Joint Committee
staff found that the IRS had procedures in place to ensure that political appointees, such
as the Commissioner of Internal Revenue and the IRS Chief Counsel, did not generally
become involved in the resolution of issues relating to specific taxpayers.

The Joint Committee staff found that allegations of IRS employee misconduct with
respect to organizations within the scope of the Joint Committee staff investigation that
were referred to the IRS Office of Inspection were thoroughly investigated by IRS
management and the IRS Office of Inspection and disciplinary action, if warranted, was
taken.



The Joint Committee staff found that instances of employee misconduct or other issues
relating to organizations within the scope of the Joint Committee staff investigation that
were referred to the Treasury Inspector General’s office were lost, misplaced, or not
investigated by the Inspector General. The Joint Committee staff found no credible
evidence that this failure to investigate referrals by the Inspector General’s office
occurred as a result of a concerted effort to protect high-ranking IRS and Treasury
Department officials. Rather, it appeared that these failures to investigate resulted from
lack of accountability, recordkeeping failures, and incompetence within the Inspector
General’s office.

The Joint Committee staff identified eight instances of alleged IRS employee misconduct
relating to organizations within the scope of the Joint Committee staff investigation.
With respect to these eight instances, the Joint Committee staff found the following:

« Two instances related to statements made by IRS employees to representatives of tax-
exempt organizations under examination by the IRS. In each instance, the IRS
employee’s statements were interpreted by the representative of the tax-exempt
organization to indicate that there was bias in the handling of the examination by the
IRS. The Joint Committee staff found that the IRS employees’ statements were
ambiguous. In addition, based upon interviews of IRS employees by the Joint
Committee staff and based upon records of interviews conducted by the IRS Office of
Inspection and the Treasury Inspector General, the Joint Committee staff found that the
IRS employees did not intend their statements to mean what the statements had been
interpreted to mean by the representatives of the tax-exempt organizations.

 Three instances related to allegations made by tax-exempt organizations that IRS
employees assigned to the tax-exempt organizations’ cases were biased, based generally
on information the tax-exempt organization had about the political views of the IRS
employees. In one instance, the case was transferred to the IRS National Office based
on the issues involved and the IRS employee had no further involvement in it. In the
other two instances, the IRS either reassigned the case in question to another IRS
employee or added IRS employees to the case to ensure that individual IRS employee
bias would not occur.

 One instance related to an allegation that IRS employees had violated the church audit
procedures contained in Code section 7611. The Joint Committee found that the
contact made by IRS employees was done to educate the relevant church as to the law
with respect to impermissible political campaign intervention by organizations
described in section 501(c)(3). See the discussion in Part I11.B., concerning the Joint
Committee staff’s findings with respect to the church audit procedures.

» One instance involved allegations of potential misconduct identified by one IRS
employee with respect to the actions of the employee’s supervisor. Based on the
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available information and evidence and the statements of the IRS employee and the
employee’s supervisor, the Joint Committee staff found no credible evidence that the
supervisor had acted in a manner intended to influence improperly either the initiation
or conduct of examinations of tax-exempt organizations.

 One instance involved an allegation of an improper attempt to obtain information by an
employee of the Office of IRS Chief Counsel with respect to the examination of a tax-
exempt organization within the scope of the Joint Committee staff investigation. The
Joint Committee staff found no credible evidence that the employee had acted in a
manner intended to influence improperly the handling of the examination by the IRS.

Allegations of IRS employee misconduct with respect to the handling of tax-exempt
organization cases are not recorded in a single IRS data base and the IRS does not have a
comprehensive system in place to identify all such allegations. In order to respond to
Joint Committee staff requests with respect to allegations of employee misconduct, the
IRS surveyed managers in the IRS National Office and IRS Key District Offices to
determine their recollections of any such allegations. This manager survey identified one
allegation that was also identified through one of the two relevant IRS databases.
However, due to the lack of a comprehensive data base, the Joint Committee staff was
unable to evaluate systematically whether all instances of alleged IRS employee
misconduct with respect to tax-exempt organizations within the scope of the Joint
Committee staff investigation were located.

The Joint Committee staff found evidence of two nonroutine contacts of IRS employees
made by White House and Treasury officials.

« In the first instance, the Joint Committee staff found evidence of a single nonroutine
direct contact in 1997 between White House officials and the IRS in which the White
House officials appear to have attempted to obtain taxpayer return information to which
they were not entitled under section 6103. Because the tax-exempt organization in
question was not an organization described in section 501(c)(3) or (c)(4), the contact
was outside of the scope of the Joint Committee investigation and, therefore, was not
extensively reviewed. However, limited materials reviewed by Joint Committee staff
indicated that the contact related to the status of certain forms filed by members of a
tax-exempt organization. It appears that White House officials initially contacted
employees in the Treasury Office of Tax Policy and were referred, in apparent violation
of Treasury Order 107-05, directly to the IRS. The White House officials then, in
violation of written White House policies, contacted directly several IRS employees
(none of whom worked in the Exempt Organization Division) and attempted to secure
taxpayer return information. The Joint Committee staff found that the IRS employees
involved (1) refused to disclose taxpayer return information protected under section
6103; and (2) promptly referred the contact to the Treasury Inspector General.
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« In the second instance, a Treasury Department official was alleged to have made a 1995
inquiry to IRS employees concerning the status of an examination of a tax-exempt
organization within the scope of the Joint Committee staff investigation. One of the
IRS employees contacted in connection with the inquiry was sufficiently concerned
about the nature of the contact that a referral was made to the IRS Office of Inspection.
As the matter pertained to a Treasury Department official, the IRS Office of Inspection
referred the matter to the then-Treasury Inspector General’s office.’* The Treasury
Inspector General did not act upon the referral until it was brought to the Inspector
General’s attention during the Joint Committee staff investigation during 1997. When
asked about the referral by the Joint Committee staff, the Treasury Inspector General’s
office could not locate it and had no record of any action taken with respect to the
referral. Materials received by the Joint Committee staff from the Treasury Inspector
General’s office in 1999 indicate that the Inspector General received a copy of the
referral in July 1997 and assigned an investigator to it. There was no evidence of any
other action by the Treasury Inspector General with respect to this referral after
September 1997. During 1999, following further Joint Committee staff inquiries with
respect to the referral, the Treasury Inspector General for Tax Administration
investigated the allegations made with respect to this contact and found that the
evidence concerning the nature of the contact made by the Treasury official was
inconclusive. However, the Treasury Inspector General for Tax Administration did not
find any evidence that the IRS handling of the examination of the tax-exempt
organization in question was improper. The Joint Committee staff interviewed all
parties involved in this contact and reviewed IRS and Treasury records, including the
relevant case file. The Joint Committee staff found no credible evidence that the
contact by the Department of Treasury employee influenced the conduct or outcome of
the examination.

Other investigations

Prior to and during the Joint Committee staff investigation, the IRS Office of Inspection,
the Treasury Inspector General, and the Treasury Inspector General for Tax Administration
conducted a number of investigations into the IRS processes relating to tax-exempt organizations
generally and into allegations relating to IRS employee handling of certain cases specifically.
The Joint Committee staff had access to all information obtained by or generated by these offices
in connection with the various investigations.

19 There is conflicting information regarding the timing of the referral by the IRS Office
of Inspection to the Treasury Inspector General. IRS Office of Inspection records indicate that
the referral was forwarded in 1995; however, the Treasury Inspector General’s office had no
record of receiving the referral prior to July, 1997.
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Il. SUMMARY OF ALLEGATIONS

Present-law section 501(c) provides for 27 different categories of nonprofit organizations
that generally are exempt from Federal income tax.** The IRS Office of the Assistant
Commissioner Employee Plans and Exempt Organizations™ is responsible for administering the
law relating to such tax-exempt organizations.

Prior to the commencement of the Joint Committee staff investigation, allegations were
made through certain media reports that the IRS was engaged in politically targeted examinations
of tax-exempt organizations.”®* For example, a Wall Street Journal editorial on January 9, 1997,
indicated that there had been charges made that IRS audits of tax-exempt organizations were
politically motivated.** A January 17, 1997, article in the Washington Times stated that a spot
survey of tax-exempt organizations that were perceived to be “right of center” found that at least
seven of such organizations were under examination by the IRS and a spot survey of prominent
“liberal” groups found none of such organizations were under examination.™® Additional
allegations were made in other media reports and in submissions to, and by individuals
interviewed by, the Joint Committee staff in connection with its investigation.

In general, the allegations can be summarized as follows:

(1) the IRS delayed or refused to issue determination letters to certain organizations
either because the organization was perceived to represent views that were opposed to the
Clinton Administration or because individual IRS employees were opposed to the views of the
organization;

1 These so-called “tax-exempt organizations” generally are exempt from Federal income
tax on income derived from activities that are substantially related to their exempt purposes and
on their investment income. Such organizations generally are subject to tax on any income
derived from regularly carried on business activities that are not substantially related to their
exempt purposes.

12 Under Commissioner Rossotti’s reorganization plan, this office is being reorganized
into the Tax-Exempt and Government Entities Operating Division.

3 See Exhibit 1-1 for a listing of some of these articles.

14 «politics and the IRS,”” Review and Outlook, The Wall Street Journal, January 9,
1997.

5 Scarborough, Rowan, “IRS audits target conservative groups,” The Washington
Times, January 17, 1997.
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(2) the IRS inappropriately granted determination letters or expedited the granting of
determination letters for organizations whose political views were in line with those of the
Clinton Administration;

(3) the IRS targeted for examination tax-exempt organizations (and individuals
associated with such organizations) that opposed or were critical of the Clinton Administration’s
policies and did not examine organizations that espoused policies favored by the Clinton
Administration;

(4) the IRS subjected tax-exempt organizations opposed to the Clinton Administration to
more intensive and intrusive examinations than the examinations to which other organizations
were subjected;

(5) the IRS inappropriately initiated examinations of certain tax-exempt organizations in
response to information provided to the IRS by the White House or other influential individuals
(e.g., Members of Congress) whose views aligned with the Clinton Administration in opposition
to the organizations targeted,

(6) IRS reliance on information received from third parties, including media reports, in
the examination selection process created an indirect bias inherent in the audit selection process
against organizations with views opposed to the Clinton Administration; and

(7) the actions of certain IRS employees assigned to audits of tax-exempt organizations
whose views were in opposition to the Clinton Administration raised questions concerning the
IRS’s handling of the audit.

Although some of the allegations related to IRS actions with respect to political and
lobbying activities of specific tax-exempt organizations, other allegations related to more general
targeting by the IRS of organizations with views opposed to the Clinton Administration. Thus,
the Joint Committee staff investigation focused on a review of (1) how the IRS generally
administered the law relating to the political and lobbying activities of tax-exempt organizations,
(2) how the IRS generally administered determination letter requests of tax-exempt
organizations, (3) how the IRS generally selected tax-exempt organizations for audit, and (4) the
IRS handling of matters relating to certain specific tax-exempt organizations.
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1. INVESTIGATION FINDINGS

Most of the information supplied by the IRS to the Joint Committee staff in the course of
its investigation constitutes taxpayer return information that cannot be disclosed pursuant to
section 6103 of the Internal Revenue Code.'® Thus, the Joint Committee staff findings below do
not include any specific findings of the Joint Committee staff with respect to the organizations
and individuals within the scope of the Joint Committee staff investigation or any information
that might identify such organizations or individuals. These findings represent the general
conclusions drawn by the Joint Committee staff from its extensive review of IRS case file
information, other information received from the IRS, other Federal agencies, and other sources,
and interviews with relevant Federal employees and others.

A. Determination Letter Process

Allegations

With respect to the IRS’s handling of determination letter requests of tax-exempt
organizations, allegations were made that: (1) the IRS had delayed or refused to issue a
determination letter to certain organizations either because the organization was perceived to
represent views that were opposed to the Clinton Administration or because individual IRS
employees were opposed to the views of the organization; or (2) the IRS had granted
determination letters or expedited the granting of determination letters for organizations whose
views were more in line with those of the Clinton Administration. Of the specific cases
identified by the Joint Committee staff and the IRS as relevant to the Joint Committee
investigation,' nine involved allegations relating to the handling of determination letter requests.

Findings

. The Joint Committee staff found no credible evidence that the IRS had delayed or
accelerated issuance of determination letters to tax-exempt organizations based on the
nature of the organization’s perceived views.

. The Joint Committee staff found that determination letter applications that were merit
screened (i.e., approved by a technical screener on the basis of information contained in
the application) were processed, on average, much faster than other determination letter
applications. The Joint Committee staff found no credible evidence that IRS employees
selectively processed applications of tax-exempt organizations through the merit

16 Unauthorized disclosure of tax return information protected under section 6103 is a
felony punishable by a fine of up to $5,000, imprisonment for up to five years, or both.

17 See the discussion in Part IV., concerning the process by which cases were identified
as relevant to the Joint Committee staff investigation.

-14-



screening process nor did the Joint Committee staff find any evidence of IRS bias with
respect to the determination letter applications that were merit screened. The Joint
Committee staff found that the procedures for merit screening of determination letter
applications for tax-exempt organizations were sufficiently structured and controlled as to
make the possibility of such selectivity or bias remote.

. The Joint Committee staff found that certain determination letter applications took much
longer than average for the IRS to process. In particular, determination letter applications
that were forwarded to the IRS National Office took much longer, on average, to process
than applications processed at the IRS Key District Office level. The Joint Committee
staff found that delays at the IRS National Office and IRS Key District Office levels were
caused by a variety of factors, including (1) taxpayer delays in responding to IRS requests
for information, (2) IRS workload constraints, and (3) internal IRS disputes concerning
interpretations of present law. The Joint Committee staff found that the delay in
processing the determination letter application of one organization was unacceptably
slow, but the Joint Committee staff found no credible evidence of either bias by IRS
employees or inappropriate intervention by IRS employees or other individuals causing
the delay.

. The Joint Committee staff found that there were inconsistencies in the way in which
certain determination letter applications were handled by the IRS. Some taxpayers were
granted determination letters in a fairly routine manner by an IRS Key District Office
while the determination letter applications of other taxpayers with apparently similar
issues were forwarded by a different IRS Key District Office to the IRS National Office
for handling. However, the Joint Committee staff found no credible evidence that any
one IRS Key District Office handled similar determination letter applications
inconsistently. Further, the Joint Committee staff found no credible evidence that the
forwarding of certain determination letter applications to the IRS National Office was the
result of a deliberate effort by IRS employees to subject organizations with views that
opposed the Clinton Administration to more intense scrutiny. The inconsistencies in
treatment could be traced to (1) differences in the statements made by organizations on
their determination letter applications as to the organizations’ purposes, (2) the failure of
IRS employees to understand the circumstances under which determination letter
applications should be forwarded to the IRS National Office, and (3) differences in
information provided to the IRS relating to potential operations of the organizations in
guestion.

Observations
The nine determination letter applications reviewed by the Joint Committee staff were

received by the IRS during a period of time in which hundreds of thousands of determination
letter applications were received and processed. The Joint Committee staff found no credible
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evidence of determination letter applications being handled differently by the IRS depending on
the nature of the organization’s perceived political views.

However, the differences in the manner in which certain determination letter applications
were handled may have created perceptions of bias or inconsistent treatment by the IRS. To
counter these perceptions, the IRS needs to work aggressively to ensure that these perceptions do
not occur. Certain changes in IRS operations that have occurred subsequent to the inception of
the Joint Committee staff investigation are steps in the right direction.

For example, the move by the IRS to centralize the processing of determination letter
requests in a single IRS Key District Office may address certain of the problems identified by the
Joint Committee staff. With centralization of the determination letter process, IRS management
(through the Review staff function) should be better able to monitor the handling of
determination letter cases to ensure that (1) merit screenings are done in appropriate
circumstances, (2) consistent standards are applied to determine whether an application should be
forwarded to the IRS National Office, and (3) workload problems that create delays in processing
are minimized.

A problem that will not be addressed by centralization of the processing of determination
letter requests is the additional delays that occur when such requests are forwarded to the IRS
National Office. In such cases, disputes between the IRS Assistant Commissioner’s office and
the IRS Office of Chief Counsel on interpretations of present law can significantly increase the
time it takes the IRS to process a determination letter application.’® These delays may contribute
to the perception that the IRS’s handling of certain cases is biased or politically motivated. The
Joint Committee staff recommends that the IRS adopt internal procedures and controls to ensure
that such internal disputes do not delay inappropriately the processing of determination letter
applications.

18 See the discussion of this issue in Part I11.B.
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B. Examination Process

Allegations

Allegations were made that the IRS targeted for audit tax-exempt organizations that
opposed, or were critical of, the Clinton Administration’s policies. A variation of this allegation
was that, among tax-exempt organizations audited, those that were opposed to the Clinton
Administration generally were subjected to more intensive and intrusive audits than were other
organizations.

Under some circumstances, allegations were made that individual IRS employees were
biased against organizations with views that opposed those of the Clinton Administration. In
other instances, it was alleged that members of the Clinton Administration exerted pressure on
IRS employees to initiate audits of tax-exempt organizations (or individuals related to tax-
exempt organizations) whose views were opposed to the Clinton Administration. See the
discussion in Part 111.D. for the Joint Committee staff findings relating to this element of the
investigation.

Conversely, it was alleged that organizations that espoused policies favored by the
Administration were not audited.

In addition to the allegations of direct bias, there were allegations of indirect bias inherent
in the process by which the IRS selects organizations for audit because of reliance on information
received from third parties, including the media. These allegations are specifically addressed in
Part I11.C.

Of the specific cases identified by the Joint Committee staff and the IRS as relevant to the
Joint Committee staff investigation, 121 related to the initiation (or failure to initiate) and the
conduct of audits of tax-exempt organizations and/or individuals related to such organizations.

Findings

. The Joint Committee staff found no credible evidence that tax-exempt organizations were
selected for examination based on the views espoused by the organizations or individuals
related to the organization.

. The Joint Committee staff found no credible evidence that the IRS altered the manner in
which an examination was conducted based on the views espoused by the organization or
individuals related to the organization.

. The Joint Committee staff found no credible evidence of intervention by Clinton

Administration officials in the selection of (or the failure to select) tax-exempt
organizations for examination.
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The Joint Committee staff found that certain cases involving high-profile tax-exempt
organizations and individuals received more internal review and scrutiny by the IRS;
however, the Joint Committee staff found no credible evidence that such increased review
or scrutiny was politically motivated. In some cases, the increased scrutiny appeared to
be an effort by the IRS to ensure that the audit was conducted in a fair and impartial
manner. In other cases, the increased scrutiny appeared to be motivated by concerns over
potential negative media reports relating to IRS actions.

In its review of the IRS tax-exempt organization examination function, the Joint
Committee staff found that the interaction between the Office of IRS Chief Counsel and
the IRS Assistant Commissioner (Employee Plans and Exempt Organizations) with
respect to technical advice requests results in significant delays in the processing of such
requests and contributes to a reluctance by certain IRS Key District Office employees to
submit such requests. Disputes between IRS Chief Counsel attorneys and IRS National
Office Exempt Organization Division employees with respect to interpretations of
present-law rules relating to impermissible political campaign intervention leads to
unacceptable delays in the processing of technical advice requests. These delays
contribute to the perception that the IRS is not treating all tax-exempt organizations
consistently. While the interaction between the Office of IRS Chief Counsel and the
Assistant Commissioner’s office create institutional safeguards that protect against bias
on the part of any one IRS employee from influencing the outcome of a technical advice
request, the Joint Committee staff concluded that the delays in processing such requests
were unnecessarily excessive in one case.

The Joint Committee staff found no credible evidence that certain tax-exempt
organizations were subjected to more intrusive examinations than other organizations.
As part of the review of this allegation, the Joint Committee staff found that a number of
the cases within the scope of the Joint Committee staff investigation were coordinated
examination program (“CEP”) examinations. Because of the higher level of scrutiny by
the IRS in the case of a CEP examination, the Joint Committee staff reviewed the extent
to which the cases within the scope of the Joint Committee investigation were properly
treated as CEP cases. The Joint Committee staff found no credible evidence that the IRS
used the CEP program improperly to subject tax-exempt organizations to more intrusive
audits.

Certain of the allegations investigated by the Joint Committee staff related to IRS actions
with respect to churches, particularly with respect to alleged impermissible political
campaign activity by certain churches. Under present law, special procedures are
statutorily required to be followed by the IRS prior to initiation of an examination of a
church. These procedures are referred to as the “church audit procedures.” The Joint
Committee staff found that the church audit procedures, while providing important
safeguards against the IRS engaging in unnecessary examinations of churches, also have
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the effect of (1) making it more difficult for the IRS to initiate an examination of a church
even if there is clear evidence of impermissible activity on the part of the church and (2)
hampering IRS efforts to educate churches with respect to actions that are not
permissible, such as what constitutes impermissible political campaign intervention.

. The Joint Committee staff found no credible evidence that the IRS improperly targeted
for examination individuals related to organizations within the scope of the Joint
Committee staff investigation. With respect to such individuals, the Joint Committee
staff found that (1) individuals who alleged that their tax returns had been selected for
examination by the IRS had not been so selected or (2) the IRS had used normal audit
selection processes to identify an individual's return for examination.

Observations

Procedural problems

While the Joint Committee staff found no credible evidence of political bias in the IRS’s
selection of tax-exempt organizations for audit or the conduct of such audits, the Joint
Committee staff did identify certain procedural and substantive problems with IRS audit
processes that may have contributed to a perception of unfairness and may have hampered the
IRS’s ability to demonstrate unbiased treatment.

From a procedural standpoint, the Joint Committee staff noted that the IRS needs to
improve recordkeeping with respect to the reasons that a tax-exempt organization is or is not
selected for audit (e.g., handling of third party referrals). No standardized requirements were
previously in place regarding the tracking, retention, or evaluation of referrals; in many cases,
referrals that did not result in an audit were thrown away, preventing the Joint Committee staff
from conducting any meaningful analysis of organizations selected for examination versus those
not selected. In addition, every IRS Key District Office operated under differing standards,
resulting in a lack of nationwide procedural uniformity. In response to the 1997 Internal Audit
report, the IRS has implemented a new system whereby all information items are tracked,
evaluated, and retained in a standardized manner throughout every IRS Key District Office with
audit responsibilities.® If properly utilized, the new system should correct past inadequacies and
should assist the IRS in demonstrating the impartiality of its selection process should the need to
do so arise again.

Further, although the IRS maintains a computerized database through which it can
identify tax-exempt organizations that are currently, or have been, under examination, the quality
of the information contained in the database varies in detail and reliability. For example, when a
tax-exempt organization is under examination, the IRS database is required (under IRS
procedures) to identify the primary issues involved in the audit. However, senior IRS officials
admit that IRS employees commonly use inconsistent or no issue codes when the database is

19 See the detailed discussion of the Internal Audit report in Part V.C.
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updated. Thus, it is very difficult to identify tax-exempt organizations in the various IRS Key
District Offices that have the same issues under audit. It is difficult for an independent review of
IRS practices to obtain an accurate summary of IRS examination activity given these database
failures. Improved communications with and training of IRS employees about the importance of
ensuring that accurate information is maintained in IRS databases may help resolve some of these
problems.

The IRS needs to improve communications with taxpayers to ensure that taxpayers are
aware of the reason for and timing of examinations. Evasiveness on the part of IRS employees
gives rise to unnecessary suspicions on the part of taxpayers. Legislative requirements regarding
information to be provided to taxpayers that was enacted as part of the IRS Reform Act should be
helpful in this regard.?

In addition, the IRS should consider additional training of its employees with respect to
taxpayer communications. In a number of cases reviewed by Joint Committee staff, statements
made to taxpayers by IRS employees gave rise to suspicions that the IRS was treating a tax-
exempt organization unfairly or in a manner inconsistent with the treatment of other taxpayers.
When questioned about these statements by Joint Committee staff, the IRS employees indicated
that they did not intend the statements to be interpreted as they were by the taxpayers.

Substantive law

The law regarding political and lobbying activities of tax-exempt organizations
contributes to a perception of disparate treatment of tax-exempt organizations. The rules are
complex and rely heavily on facts and circumstances determinations with respect to which
reasonable individuals might reach different conclusions.

Given the ambiguities and complexities inherent in present law, the IRS needs to develop
and implement consistent substantive ruling positions on political and lobbying activities of tax-
exempt organizations and consistent procedures for handling difficult issues. The decentralized
nature of the IRS examination process means that the IRS Key District Offices have complete
autonomy with respect to the handling of examination cases. Accordingly, it is imperative that
the IRS Key District Offices have sufficient guidance to evaluate substantive issues. The lack of
such guidance at the IRS Key District Office level results in what are apparent policy reversals as
a case moves through the IRS. Facts and issues are developed at the IRS Key District Office
level; if such findings are adverse to the taxpayer such that revocation of tax-exempt status would
result, the case is moved up the chain of review, ultimately to the IRS National Office. While
such review is desirable, it may result in what appears to the taxpayer to be inconsistent IRS

% The IRS Reform Act contained a number of provisions to improve IRS disclosure of
information and notice to taxpayers, including a requirement that the IRS include in Publication 1
a description of the criteria and procedures for selecting taxpayers for examination.
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positions if the IRS National Office takes a position inconsistent with the IRS Key District Office
position.

The present system for providing formal guidance (e.g., Technical Advice Memoranda) to
the IRS Key District Offices exacerbates the perception of inconsistent treatment and bias that
may have led to the allegations resulting in the Joint Committee staff investigation. The manner
in which difficult issues are handled results in significant delays in final IRS decisions. Taxpayer
favorable results in the IRS Key District Offices are not subjected to the same level of review as
taxpayer adverse results. Thus, cases involving taxpayer favorable results are resolved more
expeditiously. These systemic problems are particularly pervasive in cases involving difficult
legal issues.

The interactions between IRS National Office and IRS Key District Office employees and
between the Office of IRS Chief Counsel and attorneys in the IRS District Counsel offices
contribute to perceptions of bias. When formal guidance is requested by IRS Key District Office
and IRS District Counsel employees, the time taken to process a case can be extended
significantly. IRS Key District Office employees interviewed by Joint Committee staff indicated
that they were reluctant to submit cases to the IRS National Office through the Technical Advice
Request process because of the additional time it took to close a case submitted for technical
advice. Taxpayers may perceive that these delays result from bias by IRS employees.

Another factor that may contribute to perceptions of bias is that informal guidance
provided by IRS National Office personnel and Office of IRS Chief Counsel attorneys may be
based on an incomplete understanding of the facts in a case. In addition, informal guidance to
IRS Key District Office and IRS District Counsel employees may result in miscommunication
with respect to the guidance being provided, particularly if the legal issues, such as what
constitutes impermissible lobbying and political activity, are difficult. These
miscommunications lead on occasion to changes in IRS position that taxpayers may believe
result from IRS employee bias.

There often are differences of opinion throughout the IRS as to the proper interpretation
of the law for a given set of facts. On the one hand, such internal debate helps to ensure that a
final position is well-considered. On the other hand, such internal debate may result in
institutional paralysis. In several cases the Joint Committee staff reviewed, the latter result
occurred. In this regard, the role of the Office of IRS Chief Counsel vis-a-vis the IRS National
Office is critical to consider. In the last several years, certain tax-exempt organization
examinations were delayed because of disputes in the interpretation of present law between the
Office of IRS Chief Counsel and the IRS National Office. No formal system exists by which
such disputes are resolved although there is a reconciliation process by which the issue in dispute
is reviewed by high ranking IRS officials. In some instances, this process resulted in
unacceptable delays in the processing of cases. These delays can result from a disagreement
essentially between two employees -- the employee responsible for a case in the IRS National
Office and an attorney in the Office of IRS Chief Counsel. In recent cases, the IRS National
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Office and the Office of IRS Chief Counsel formed working groups to try to address legal issues
submitted to the IRS National Office through the technical advice request process. In at least one
instance, the working group method was utilized because the statute of limitations for the
organization under audit was expiring within a relatively short period of time. The IRS should
consider formalizing this working group procedure to improve the analysis of legal issues at the
IRS National Office level and to speed the processing of such issues in cases presenting difficult
legal issues or issues of first impression. The use of a working group would also reduce the
likelihood that a single employee (either in the IRS National Office or in the Office of IRS Chief
Counsel) will delay the processing of a case.

IRS management also needs to ensure that adequate controls of case inventories are in
place to assure that overage cases (i.e., cases that have exceeded the time recommended by the
IRS National Office for completion) are handled as expeditiously as possible, particularly with
respect to cases forwarded to the IRS National Office.

Certain of the allegations investigated by the Joint Committee staff related to churches,
particularly with respect to alleged impermissible political campaign activity by certain churches.
The Joint Committee staff found that the church audit procedures provide important safeguards
against the IRS engaging in unnecessary examinations of churches. However, the procedures
also have the effect of (1) making it more difficult for the IRS to initiate an examination of a
church even where there is clear evidence of impermissible activity on the part of the church and
(2) hampering IRS efforts to educate churches with respect to actions that are not permissible,
such as what constitutes impermissible political campaign intervention. The Joint Committee
staff believes that a change in the church audit procedures to clarify that the IRS may undertake
educational and outreach activities with respect to specific churches (e.g., initiating meetings
with representatives of a particular church to discuss the rules that apply to such church) without
the initiation of a full church tax inquiry would improve compliance with the law by churches.
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C. Processing of Information Items

Allegations

Certain of the allegations relating to IRS handling of tax-exempt organization matters
asserted that the IRS reacted in an improper manner to information received from sources outside
the IRS (“information items”) with respect to tax-exempt organizations.” Specifically,
allegations were made that (1) the IRS initiated audits of certain tax-exempt organizations in
response to information provided to the IRS by the White House or other influential individuals
(e.g., Members of Congress) whose views aligned with the Clinton Administration in opposition
to the organizations targeted and (2) the IRS relied on media reports to target for audit tax-
exempt organizations whose views were in opposition to the Clinton Administration.

Some individuals alleged that there was an inherent bias in the use of media reports as
information items because many of the prominent media sources tend to be liberal. The
allegation was made that these liberal media sources reported more about possible improper
activity of conservative tax-exempt organizations and less about possible improper activity of
liberal tax-exempt organizations. Thus, it was suggested that the IRS, in relying on such media
reports, was likely to skew its audits of tax-exempt organizations toward organizations that are
more likely to have conservative views.

Of the cases identified by the Joint Committee staff and the IRS as relevant to the Joint
Committee investigation, 90 of the organizations were identified through media reports.
However, the fact that an organization was identified as relevant to the Joint Committee
investigation through media reports did not necessarily mean that the organization (1) was in fact
under audit by the IRS or (2) was selected for audit by the IRS because of such media reports.

Findings

. The Joint Committee staff found that the IRS initiates examinations of tax-exempt

organizations based on media reports and other information items provided to the IRS.
The Joint Committee staff found that, during the period under review, media reports and
other information items led to examinations both of tax-exempt organizations with views
clearly in opposition to the Clinton Administration and of tax-exempt organizations that
would be considered supportive of the Clinton Administration. Prior to the middle of
1998, most IRS Key District Offices destroyed information items when a decision was
made not to pursue them. The Joint Committee staff was able to review selected batches
of incoming and outgoing correspondence, particularly at the IRS National Office level,

2l The IRS treats all information that comes to the attention of the IRS outside of the
normal scope of work on a taxpayer case as information items. The sources of information can
include information received from letters submitted to the IRS, media reports, and other sources,
such as a referral from another IRS office or another government agency. A detailed discussion
of IRS handling of such information items is in Part VV.C.1.
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and interviewed IRS employees with respect to the handling of information items
generally and with respect to specific tax-exempt organization cases. However, because
of the way in which the IRS handled such information items prior to 1998, the Joint
Committee staff could not evaluate whether there was a pattern of behavior by the IRS
with respect to information items that resulted in certain organizations being selected for
examination and other organizations engaged in similar activities not being selected for
examination.

The Joint Committee staff found that information items, including media reports, result in
a relatively small percentage (ranging from 5-10 percent) of tax-exempt organization
examinations commenced each year. The percentages tended to be higher following
election years, which appeared to occur because of increased media attention on tax-
exempt organizations involved in political campaign activity or in the distribution of
voter guides.

The IRS National Office has a written policy of sending, without comment, to the
appropriate IRS Key District Office any information item that comes to the attention of
the IRS National Office. The Joint Committee staff did not find any credible evidence
that the IRS National Office attempted to influence IRS Key District Office decisions on
whether to initiate examinations of tax-exempt organizations. However, the Joint
Committee staff found a few instances in which the stated IRS National Office policy was
not followed and the IRS National Office memorandum transmitting an information item
contained statements as to the IRS National Office view of either the law or the relevance
of the information item. For example, in one instance, the Joint Committee staff found
that a memorandum from the IRS National Office to an IRS Key District Office
forwarding a Congressional inquiry stated that, if the allegations made in the inquiry were
accurate, it appeared that there was a legitimate issue for the IRS Key District Office to
review. However, every IRS Key District Office employee interviewed by Joint
Committee staff indicated that the IRS National Office memoranda in this particular case
had no effect on the IRS Key District Office decision whether or not to pursue an
information item.

Certain media reports raised issues relating to statements attributed to an IRS employee
concerning the handling of Congressional inquiries relating to tax-exempt organizations.
According to reports, the IRS employee allegedly (1) stated that IRS employees had been
or were shredding documents identifying the names of Members of Congress and their
staff as the sources of examination requests and (2) suggested ways to disguise
information items received from Members of Congress. The Joint Committee staff
reviewed documentation provided by the IRS relating to the IRS employee’s statements.
According to the documentation, the IRS employee’s statements relating to shredding of
documents concerned the previous practice in the IRS Key District Offices of destroying
information items that did not result in an audit. As noted below, the IRS has changed
this practice in response to the Internal Audit report issued in June of 1998. In addition,
the IRS employee’s statements with respect to the attribution of information items
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received from Members of Congress related to the concern raised by the Internal Audit
report that the IRS did not have a consistent system in place for identifying the source of
information items. This issue relates to how the IRS indicates the source of information
when an intermediary submits information to the IRS. The Internal Audit report
recommended that the IRS Key District Offices use a source code that identifies the
original source of information items, rather than intermediary sources. Thus, for
example, under IRS procedures as modified pursuant to the Internal Audit report, the IRS
will identify a media report as the source of an information item relating to a tax-exempt
organization even if a taxpayer or a Member of Congress forwards such media report to
the IRS.

During the period January 1, 1994, through April 22, 1997, the IRS National Office
received nearly 500 inquiries from Members of Congress relating to tax-exempt
organizations. Inquiries made to the IRS by Members of Congress are generally handled
under expedited procedures at all levels of the IRS. Fewer than 5 percent of the requests
received by the IRS appeared to be Congressional requests for review of the activities of a
tax-exempt organization that were not initiated because of a constituent inquiry to the
Member of Congress. Although IRS procedures require that all Congressional inquiries
be expedited, the Joint Committee staff did not find that these written Congressional
inquiries influenced in any improper manner the actions of the IRS with respect to any
tax-exempt organization within the scope of the investigation.

In virtually every instance of a Congressional inquiry reviewed by the Joint Committee
staff, it appeared that the inquiry could be characterized as either (1) an inquiry made on
behalf of a constituent or (2) a valid exercise of Congressional oversight over IRS
operations. Every current IRS employee interviewed by the Joint Committee staff stated
that inquiries made by Members of Congress (or Congressional staff) had never
improperly influenced the way in which the IRS handled specific tax-exempt organization
cases. A former IRS employee stated that he felt that one contact made by staff of a
Member of Congress had come close to improper attempts to influence the handling of a
tax-exempt organization case by the IRS, but that such contact had not affected the way
the IRS handled the case in question. Thus, the Joint Committee staff found no credible
evidence that Congressional inquiries had improperly altered the manner in which the IRS
handled tax-exempt organization cases.

The Joint Committee staff reviewed 107 documents found in files of Treasury
Department officials relating to specific tax-exempt organizations. The Joint Committee
staff found no credible evidence in these documents of improper Treasury Department
involvement in IRS matters relating to such organizations.

The Joint Committee staff reviewed summaries of 117 pieces of correspondence
(including Congressional correspondence) to the Treasury Department relating to specific
tax-exempt organizations. The Joint Committee staff requested detailed follow-up
information with respect to 29 of these pieces of correspondence. The Joint Committee
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staff found no credible evidence of improper Treasury Department handling of any such
correspondence.

The Joint Committee staff reviewed the manner in which the IRS handled information
with respect to tax-exempt organizations forwarded to the IRS by the White House and
interviewed IRS employees concerning their handling of tax-exempt organization matters
in instances in which information was forwarded to the IRS by the White House. The
Joint Committee staff found no credible evidence that the IRS either initiated an audit of
a tax-exempt organization or altered the handling of a tax-exempt organization case
because of pressure from the White House. In addition, the Joint Committee staff found
no credible evidence that information items referred to the IRS by the White House were
given more weight by the IRS than information items received from other sources.

The Joint Committee staff reviewed 1,246 entries in correspondence logs of the White
House for 1996 and 1997 with respect to matters referred to the IRS. The Joint
Committee staff also reviewed White House procedures with respect to the handling of
correspondence relating to matters under the jurisdiction of the IRS. The Joint
Committee staff found no credible evidence that any of the letters to the White House
included in the correspondence logs reviewed by the Joint Committee staff had been
handled in a nonroutine manner. Further, the Joint Committee staff found no credible
evidence that the White House had attempted to influence the handling of any tax-exempt
organization matter within the scope of the Joint Committee staff investigation.
However, although there is a written White House policy prohibiting employees from
directly contacting the IRS with respect to matters relating to specific taxpayers, in one
instance, the stated White House policy was not followed (see the discussion in Part
.D.).

In response to a Joint Committee staff written request for communications between the
White House and the IRS or the Treasury Department, the White House Counsel’s Office
conducted an extensive search of White House records and identified no cases in which
media reports relating to tax-exempt organizations were forwarded to the IRS or Treasury
Department. The Joint Committee staff found one instance in which an IRS case file for
a tax-exempt organization within the scope of the Joint Committee staff investigation and
under examination by the IRS contained a copy of correspondence with an attached media
report that had been sent by a taxpayer directly to the White House and was forwarded by
the White House to the IRS. According to the White House Counsel’s Office,
information received by the White House with respect to specific taxpayers is not logged
onto White House correspondence systems and is sent in bulk to the Treasury
Department, which sends it without comment to the IRS. There was no evidence in the
IRS case files or in other IRS information reviewed by the Joint Committee staff to
indicate that the correspondence found by the Joint Committee staff had been forwarded
to the IRS in a nonroutine manner.

-26-



Observations

Information items

During the period under investigation, both the Joint Committee staff and the IRS Office
of Inspection identified significant problems with the way in which information items were
handled by the IRS. In particular, the Joint Committee staff identified a lack of consistent
written procedures at IRS Key District Office and IRS National Office levels with respect to the
handling of information items. Such offices had inconsistent policies for receipt, control, and
retention of information items. In most cases, the IRS Key District Offices did not retain
information items if such items did not lead to initiation of IRS action with respect to a tax-
exempt organization.

These failures by the IRS made it impossible for Joint Committee staff to review original
documents on the handling of information items for patterns of behavior. The Joint Committee
staff did review the handling of information items relating to organizations within the scope of
the Joint Committee staff investigation if the information item resulted in the commencement of
an examination. However, information items that did not result in the commencement of an
examination could not be reviewed systematically because certain IRS Key District Offices did
not previously retain copies of information items if an examination was not begun.? Although
the Joint Committee staff did not observe any apparent patterns in which information items were
used to initiate examinations of tax-exempt organizations that had views that were opposed to the
Clinton Administration, the lack of consistent recordkeeping prevented the Joint Committee staff
from engaging in any systematic review of the handling of such items. The Joint Committee
staff found that information items led to the initiation of examinations of tax-exempt
organizations with views opposed to the Clinton Administration and of tax-exempt organizations
that would be considered supportive of the Clinton Administration.

As a result of an Internal Audit report issued by the IRS Office of Inspection in June 1998
in response to a referral by IRS Assistant Commissioner (Employee Plans and Exempt
Organizations) Evelyn Petschek, the IRS has adopted new procedures for the handling of
information items relating to tax-exempt organizations. These procedures will not preclude the
possibility of IRS employees using information items selectively or inappropriately. However,
by requiring consistent recordkeeping and handling, the new procedures should improve the
ability of independent bodies, such as the Treasury Inspector General for Tax Administration, to
oversee the use of information items by the IRS.

The Internal Audit report recommended that the IRS National Office should maintain a
log of information items forwarded to the IRS Key District Offices, which would include the date
received, the source of the item, and the date sent to the IRS Key District Office. The Internal
Audit report further recommended that the IRS Key District Offices should advise the IRS
National Office of the disposition of these items. This may or may not be desirable. Such a

2. As noted below, the IRS procedures for handling information items have changed.
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requirement would inevitably place a higher priority at the IRS Key District Office level on
referrals received through the IRS National Office. It could also give the appearance that the IRS
National Office is involved in the selection of tax-exempt organizations for audit.

The Internal Audit report also recommended that the IRS adopt a uniform system for
tracking information items in all of the IRS Key District Offices so that the IRS National Office
would have query capabilities and the ability to generate reports on the handling of information
items.

In certain circumstances, the IRS National Office failed to follow its stated policy that
information items must be forwarded to the IRS Key District Offices without comment. This
raised questions of whether IRS National Office personnel intended to influence the decision of
the IRS Key District Office with respect to the handling of such information items. The Joint
Committee staff interviewed both IRS National Office and IRS Key District Office employees
with respect to the instances in which IRS National Office procedures were not followed. IRS
National Office employees interviewed by the Joint Committee staff stated that the IRS National
Office personnel did not intend to influence the IRS Key District Offices handling of information
items in these instances and were merely trying to provide additional information to assist the
IRS Key District Offices. IRS Key District Office employees interviewed by the Joint
Committee staff said that the additional information supplied by the IRS National Office in the
referrals in question did not influence the IRS Key District Office’s handling of the information
items. However, IRS Key District Office employees did point out that they believed that the IRS
National Office would not forward a media report (such as a newspaper article) unless IRS
National Office personnel believed that the media report warranted further action at the IRS Key
District Office level.

Congressional inquiries

Members of Congress (and Congressional staff) have the potential to influence the way in
which the IRS conducts its business. Because the funding of IRS operations is dependent on the
Congress, the IRS responds more promptly to, and takes more seriously, requests and inquiries
made by Members of Congress than requests made by taxpayers. The Joint Committee staff
found that no IRS employee interviewed by the Joint Committee staff felt that there had been
improper attempts by Members of Congress to influence IRS employees with respect to the
handling of specific tax-exempt organization cases. The Joint Committee staff found a number
of Congressional inquiries had been made with respect to IRS handling of cases within the scope
of the Joint Committee staff investigation. These inquiries either (1) forwarded a constituent
letter questioning the legality of a tax-exempt organization’s activities, (2) questioned directly the
activities of the tax-exempt organization and asked the IRS to investigate, or (3) questioned IRS
actions relating to a tax-exempt organization. The Joint Committee staff notes that this is an area
in which the potential for improper influence can exist because there can be a fine line between
legitimate Congressional oversight activities and improper pressure with respect to the handling
of a specific tax-exempt organization case.
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D. Employee Conduct Issues

Allegations

In several instances, allegations were made that IRS employees or Clinton Administration
officials had acted improperly with respect to the handling of tax-exempt organization cases.
The allegations suggested that the improper behavior stemmed from a bias either for an
organization with views in support of the Clinton Administration or against an organization with
views opposed to the Clinton Administration. Of the cases reviewed by the Joint Committee
staff, eight involved questions relating to the conduct of specific IRS employees. In addition, the
Joint Committee staff investigated instances of possible improper conduct by Treasury
Department and White House employees.

Findings

. The Joint Committee staff found that there are sufficient procedural controls in the IRS
handling of tax-exempt organization cases to make it highly unlikely that an individual
IRS employee can improperly alter the outcome of a tax-exempt organization case. In
addition, IRS policies reduce the likelihood that political appointees, such as the
Commissioner of Internal Revenue or the IRS Chief Counsel, can become directly
involved in the resolution of issues relating to specific taxpayers.

. The Joint Committee staff identified 18 instances in which IRS employees or others were
accused of bias or other misconduct with respect to the handling of tax-exempt
organization cases. Eight of the instances related to organizations within the scope of the
Joint Committee staff investigation. In those instances in which such accusations were
made and a referral was made to the IRS Office of Inspection, the Joint Committee staff
found that the employee conduct issues generally were thoroughly investigated by IRS
management and the IRS Office of Inspection. In each of these instances, the Joint
Committee staff found that IRS management acted promptly to (1) investigate the alleged
misconduct, (2) minimize the risk of improper employee behavior by assigning additional
or different employees to the cases in question, and (3) discipline the employee, if
appropriate.

. Of the eight instances of alleged IRS employee misconduct relating to organizations
within the scope of the Joint Committee staff investigation, the Joint Committee staff
found the following:

» Two instances related to statements made by IRS employees to representatives of tax-
exempt organizations under examination by the IRS. In each instance, the IRS
employee’s statements were interpreted by the representative of the tax-exempt
organization to indicate that there was bias in the handling of the examination by the
IRS. The Joint Committee staff found that the IRS employees’ statements were
ambiguous. In addition, based upon interviews of IRS employees by the Joint
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Committee staff and based upon records of interviews conducted by the IRS Office of
Inspection and the Treasury Inspector General, the Joint Committee staff found that
the IRS employees did not intend their statements in the manner the statements were
interpreted by the representatives of the tax-exempt organizations.

Three instances related to allegations made by tax-exempt organizations that IRS
employees assigned to the tax-exempt organizations’ cases were biased, based
generally on information the tax-exempt organization had about the political views of
the IRS employees. In one instance, the case was transferred to the IRS National
Office based on the issues involved in the case (i.e., not as a result of the allegation of
employee bias) and the IRS employee had no further involvement in it. In the other
two instances, the IRS Office of Inspection investigated the allegations, but did not
find any evidence that the employees had exhibited any bias. However, in order to
eliminate any appearance of impropriety, the IRS either reassigned the case in
question to another IRS employee or added IRS employees to the case to ensure that
individual IRS employee bias would not occur.

One instance related to an allegation that IRS employees had violated the church audit
procedures contained in Code section 7611. The Joint Committee staff found that the
contact made by IRS employees was intended to educate the church as to the law with
respect to impermissible political campaign intervention by organizations described in
section 501(c)(3). See the discussion in Part I11.B., concerning the Joint Committee
staff’s findings with respect to the church audit procedures.

One instance involved allegations of potential misconduct identified by one IRS
employee with respect to the actions of the employee’s supervisor. Based on the
available information and the statements of the IRS employee and the employee’s
supervisor, the Joint Committee staff found no credible evidence that the supervisor
had acted in a manner intended to influence improperly either the initiation or conduct
of examinations of tax-exempt organizations.

One instance involved an allegation of an improper attempt to obtain information by
an employee of the Office of IRS Chief Counsel with respect to the examination of a
tax-exempt organization within the scope of the Joint Committee staff investigation.
The Joint Committee staff found no credible evidence that the employee had acted in
a manner intended to influence improperly the handling of the examination by the
IRS.

Allegations of IRS employee misconduct with respect to the handling of tax-exempt
organization cases are not recorded in a single IRS data base and the IRS does not have a
comprehensive system in place to identify all such allegations. In order to respond to
Joint Committee staff requests with respect to allegations of employee misconduct, the
IRS surveyed managers in the IRS National 